The aim of this paper is to examine the relationship between tax and foreign direct investment in Guangdong Province basing on econometric model. The results indicate that tax is not the main factor in statistics and less important than good infrastructure and open market. In the long run, the results also imply that the current new tax policies won't affect negatively foreign direct investment inflow to Guangdong in the future. On the above analysis, some policy implications are presented.
Introduction
Since reform and opening up, Guangdong foreign investment has made great achievements under the impetus of a series of policies such as preferential taxation. By the end of 2008, Guangdong has utilized US$ 213.658 billion of foreign capital, accounting for 25.06% of the total amount absorbed by China during the same period. At present, foreign economy has become an important part of Guangdong national economy, foreign economy plays an active role in capital formation and job creation, increases tax and foreign trade, and promotes technical progress, thus making indelible contribution to the economic and social development of Guangdong. On March 16th, 2007, the fifth meeting of the Tenth National People's Congress passed the new "Enterprise Income Tax Law of the People's Republic of China" and would put into effect on January 1 st , 2008, which means domestic and foreign enterprises shall be levied according to the same tax base and tax rates , and enjoy the same preferential taxation and other aspects. In other words, " two-tax system" is replaced by "unified tax system". However, what's the impact of taxes on attracting foreign investment? How's the effectiveness of tax incentives policy? What kind of impact will "unified tax system" produce on Guangdong's foreign investment in the future? This paper attempts to answer all the above issues.
The content and structure of this paper is organized as follows: the second part is a review of existing research; the third part is the empirical analysis of tax effect on foreign investment in Guangdong; the fourth part is further discussion of the empirical analysis results; and the last part is the policy implications.
Literature Review
In theory, when all the other location factors are the same, tax will affect net income of the investment, thereby affecting the location decision of foreign investment. However, in practice, location factors of different countries are often different. Not only the tax policy, but also factors such as geographic conditions, business environment, management policies, market size, resource endowments and human capital are different. All these factors mentioned above can affect the location decision of foreign investment. The survey results of Aharoni (1966) show that tax concessions of host country have no impact on foreign investment location decision, therefore tax relief incentives on foreign investment location decision-making is very limited. Agodo (1978) has done regression analysis on 46 investments of 33 US. Companies in 20 African countries and found that the impact of tax concessions on foreign investment location decision is not significant. Simmons conducted a survey of the world's 600 largest multinational corporations and found that, among many factors affecting FDI location decisions, corporation tax ranks eighth in importance, directly behind political stability and market size. However, some survey found that corporation tax is an extremely important factor in foreign investment location decisions (Rudding, 1992). Specifically to the research related to China, Simmons ( 2003) studied the foreign inflows in seven major countries and regions, including Hong Kong, Singapore, China (Mainland), Australia, Canada, the United Kingdom and the United States. The correlation coefficient of tax composite index to foreign investment is 0.429, and Hong Kong is especially attractive because of simplified tax program, stable tax system and low tax rate. However, China's tax system is not so perfect, when removing this object, the correlation coefficient increases to 0.6, thereby strengthening the relationship of tax and foreign investment.
Lu Minghong (1997) investigated the distribution characteristics of foreign investment in China's 29 provinces from 1988 to 1995, and found that preferential tax policies have a significant effect on attracting foreign investment. Li Zonghui and Lu Minghong (2004) used panel data from 1989 to 1993 to examine the effectiveness of preferential tax policies to foreign-invested enterprises, and considered that since reform and opening up, preferential tax policies have a significant impact on foreign investment distribution in China. Although the impact of individual tax incentives on foreign investment is small, while combining varieties of tax incentives together, the impact can be much more significant. Pan Yiming (2006) studied and learned that tax incentives could help attracting foreign investment in China, but the effect is not significant. Overall, the relationship between taxation and foreign investment remains unclear, pending further empirical evidence. In addition, existing studies mostly focused on the macro level of the country, which may have overlooked the impact of taxes on specific areas. In this study, an empirical investigation of the relationship between Guangdong foreign investment and taxation will be conducted. On one hand, this study can provide empirical evidence from Guangdong to support existing theories, on the other hand, it can provide a corresponding theoretical support for Guangdong and Chinese government to develop reasonable policies to attract foreign investment.
Empirical Analysis
In order to judge whether it will affect foreign investment, a simple way is to compare foreign investment movements before and after the tax reform to see if it has undergone significant changes. Looking back on the situation of China's foreign tax reform, On April 9th, 1991, the fourth meeting of the Seventh National People's Congress passed "Enterprise Income Tax Law for Foreign-Funded Enterprises and Foreign Enterprises of the People's Republic of China" and implement an unified-income-tax law on Sino-foreign joint venture enterprises, Chinese -foreign cooperative enterprises and foreign enterprises in the same year, therefore tax burden for foreigninvested enterprises was reduced generally. By comparing the foreign investment changes made in three years before and after the tax reform in 1991, we find that the average annual growth rate of foreign investment in Guangdong in the first three years after tax reform, is significantly higher than the one in three years before the reform (see Table 1 ), which indicates tax reform at that time had a positive impact on foreign investment in the short term. This simple method may overlook other factors' impact on foreign investment, such as market openness and infrastructure situation, so it is difficult to simply draw to the conclusion that the rapid growth of foreign investment is due to tax reform. In view of this, we intend to introduce the relevant variables to further examine the impact of taxation on foreign investment. 
Variable Selections
There are many factors affecting foreign investment inflow, and some of the most common factors include: market size, relative labor costs, interest rates, market openness, exchange rates, market structure, geographic and psychological distance, political stability and some of the variables related to business. As it is impossible to include all potential variables in this study, therefore, it is necessary for us to select variables. Typically, we need to follow at least two basic principles in variable selection: first, they must serve research objects and researchers' main emphasis; second, the data is available. Taking into account Guangdong actual situation and data availability, we intend to select market size, infrastructure, labor costs, market openness and tax burden as control variables, respectively measured in Guangdong GDP, total infrastructure investment, average wage level, export proportion of GDP. And each variable meaning, measurement, and expected symbols are shown in table 2: Table 2 . Variables measure and expected signs.
Affecting factors Measurement Expected symbols market size
Total GDP amount + infrastructure total infrastructure investment + labor costs average wage level -market openness export proportion of GDP + tax burden actual effective tax rate -
Model
This paper uses the traditional production function model. As expressing variables not only reduce outliers, non-normal distribution of residuals and heteroscedasticity, but also make it easy to examine the flexibility of some explanatory variables to foreign investment, and will not change its main features. So the model is set after some variables are expressed in logarithmic form:
Where FDI stands for foreign investment, GDP represents market size, INFR represents infrastructure situation, WAGE represents labor costs, TAX represents tax burden level, and EX represents market openness. α 0 is the intercept,β 1 ,β 2 ,β 3 ,β 4 ,β 5 are the parameters to be estimated, andµ is the random error term.
Source Description
The industry data are obtained from "Guangdong Statistical Yearbook" and "China's tax Yearbook". The tax burden is measured by the actual effective tax rate of foreign enterprises, which is the quotient of foreign -related tax revenues divided by sales revenue of foreign enterprises. The data period is from 1985 to 2006 considering their availability.
Estimation Results and Analysis
The model estimation results are shown in Table 3 . Through repeated multiple stepwiseregression-analysis, the filtered models are to be model 2, model 3, and model 4. "*** "or"**"respectively shows the result is significant at 1% or 5% level.
Summary
In four models, tax burden level is not statistically significant, and the symbol is positive, indicating that tax burden level is not a key determinant in attracting Guangdong foreign investment, in other words, tax burden cannot prevent the enthusiasm of foreign enterprises investing in China. Moreover, market openness is statistically significant in all the models, the infrastructure variable is significant in the model (2), (3) and (4), which means market openness and continuous improvement of the infrastructure are important determinants in attracting Guangdong foreign investment. The coefficient of market openness is positive, which indicates that a higher degree of market is conducive to foreign investment inflows, and implies foreign enterprises in Guangdong are export-oriented. The coefficient of infrastructure is also positive, which means that better infrastructure is conducive to attracting more foreign investment. In addition, market size and wage level are not statistically significant, which explains, to some extent, market size and labor costs are not major determinants of Guangdong for attracting foreign investment, and thus further support the estimation result of market-openness to confirm that Guangdong foreign investment is mainly export-oriented. But the coefficient of market size is positive, indicating that market size may have positive impact on Guangdong foreign investment. The coefficient of wage level is negative, indicating that higher labor costs may reduce foreign investment.
